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Ao liitroductlon

This Study presents the history of the development of the
cost estimates made by the Office of -Hae Actuary for various pro-
posals for providing hospital insurance benefits to persons aged 65
and over, vhich culiainated in Title XVIII of Public Lav 89-97.

The provisions of the Hospital Insurance «ystea (Hi) can be
briefly summarized as follows:

Public Law 89-97, approved July 50, 19^5 ^ amended the Social
Security Act and related provisions of the Internal Revenue Code by
establishing the hospital insurance program, A summary of Its pro-
visions Is as follows:

I. Coverage provisions (for contribution purposes )

(a) All workers covered by old-age, survivors, and disability
Insurance system,

(b) All railroad -workers (covered directly by system, and not

through financial Interchange provisions. If rallroswi retirement
taxable wage base is not the same as the hospital insurance base; If
bases are the same, railroad retirement system collects contributions
and transfers them to hospital Insurance trust fund through financial
Interchange provisions-' j hospital Insurance trust fund pays benefits
to suppliers of services in either case).

II. Persons protected (for benefit purposes )

(a) Insured persons—all individuals aged 65 or over who are
eligible for any type of old-age, survivors, and disability Insurance
or railroad retirement monthly benefit (i.e., as Insured workers,
dependents, or survivors), without regard to whether retired (i.e.,

no earnings test).

(b) Uninsured persons—individuals who attain age 65 before I968
who are not eligible for any type of monthly benefit under the old-age,
survivors, and disability Insurance or railroad retirement programs,
who are citizens or aliens lawfully admitted for permanent residence
with at least 5 consecutive years of residence, and who are not covered
under the Federal Eraployees Health Benefits Act of 1959 (including
certain individuals who could have been covered if they had so elected)

a/ Public Law 89-212, approved September 29, I965, provided that the
railroad retirement wage base will, in the future, be automatically
adjusted so as to be the same as the earnings bsise under the
hospital insurance system.
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and have not been convicted of any offense listed in section 202 (u) of
the Social Security Act. (Section 103(b)(1) of P.L, 89-97 also excluded
individuals who are members of any organization referred to In section
210(a)(l7) of the Social Security Act. This provision was held to be
unconstitutional by a Federal court, and its enforcement was enjoined.)
Those in this category attaining age 65 after I967 must have certain
amounts of old-age, survivors, and disability insurance or railroad
retirement coverage to be eligible for hospital insurance benefits—
namely^ three queers of coverage for each year after I965 and before
age 65, so that the provision becomes ineffective for men attaining age
65 after 1973 (for women, 1971), since then the "regular" insured status
conditions for cash benefits are easier to n»et.

III. Benefits provided

(a) Hospital benefits—full cost of all hospital services (i.e.,
including room and board, operating room, laboratory tests and X-rays,
drugs, dressings, general nursing services, and services of interns
and residents in training) for semiprivate accoramodations for up to
90 days in a "spell of Illness" (a period beginning with the 1st day
of hospitalization smd ending after the person has been out of a
hospital and an extended care facility for 60 consecutive days), after
a deductible of ^hO and coinsurance of $10 per day for all days after
the 60th one and also a deductible of the cost of the first 3 pints
of blood J after I968, the $kO deductible and the $10 coinsurance will
be automatically adjusted to reflect changes in hospital costs after
1966; lifetime maximum of I90 days for psychiatric hospital care.

(b) Extended care facility (skilled nursing home or convalescent
wing of hospital) benefits —following at least 3 days of hospitalization,
beginning within 1^* days of leaving hospital, and for continued care
of a condition for which a person was hospitalized, up to 100 days of
such care in a spell of Illness, with coinsurance of $5 per day for all
days after the 20th one; after I968, the $5 coinsurance will be auto-
matically adjusted to reflect changes in hospital costs after I966.

(c) Home health services benefits —following at least 5 days of
hospitalization, beginning within 1^^ days of leaving hospital or extended
care facility, up to 100 visits in the next 365 days and before the
beginning of the next spell of illness; such services are essentially
for homebound persons and Include visiting nurse services and various
types of therapy treatment, including outpatient hospital services when
equipment cannot be brought to the home.

(d) Out-patient hospital diagnostic services benefits—80 percent
of the cost of such services, after a deductible of $20 with respect to
services furnished by a particular hospital in a 20-day period; the
amount of the deductible would be adjusted after I968 in the same manner
as the hospital deductible; any deductible paid for these services is

used as an incurred expense under the voluntary supplementary plan.
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(e) Services not covered—services obtained outside of the
United States (except for eaergency services for an illness occurring
in the Ifalted States and the foreign hospital Involved was closer,
or substantially iiore accessible, than the nearest adequate U.S.
hospital), elective "luxury** services (such as private room or tele-
vision), custodial care, hospitalization for services not necessary
for the treatiaent of Illness or injury (such as elective cosmetic
surgery), services performed In a Federal institution (such as a

Veterans* Adalnistratlon hospital), and cases eligible under workmen's
compensation.

(f ) Administration—^by Department of Health, Education, and
Welfare. Bach provider of services can nominate a fiscal intermediary
(such as Blue Cross, other health Insurance organizations, or State
agencies) or can deal directly with the Department. The providers
of searvlces are reimbursed on a "reasonable cost" basis, and the fiscal
intermediaries are reimbursed for their reasonable costs of administra-
tion. The providers of services must meet certain standards, including
establishment of utilization review committees for hospitals and extended
care facilities and development of transfer agreements between hospitals
and extended care facilities.

(g) Effective date --July 1, 1966, for all benefits except extended
care facility benefits (January 1, 196? ).

IVo Financing

(a) Insured persons—on a long-range self-supporting basis (just
as under the old-age, survivors, and disability Insurance system),
through separate schedule of increasing tax rates on covered workers,
with same maximum taxable earnings base as schedviled for the old-age,
survivors, and disability Insurance system, $6,600; same rate applies
to employees, employers, and self-employed (unlike under the old-age,
survivors, and disability insurance system). This contribution schedule
is as follows:

Calendar
Year Rate*

1965
1966

1967-72
1973-75
1976-79
1980-86

0.55^
.50

.55

.60

o70
.801987 and after

Rate for eurployee; same
for both employer and
self-employed.



(b) Hospital insurance trust fund--separate trust fund, with
separate board of trustees (same Minbership as for old-age and
survivors insurance and disability insurance trust funds) and with
sane investment procedures.

Cc) Nonlnsured persons—frcmi general revenues, through the
hospital insurance trust fund.

There have been many proposals made, and many bills introduced,
in recent years to provide coverage similar to what is now law for
which cost estimates have been made by the Office of the Actuary,
Unfortunately there has been so little data available on which to base
the cost estimates that we have had to resort to many sources of sparse,
non-homogeneous, and out-of-date data—rather than using a few sources
of good and directly applicable data. This obviously required quite
a bit of ingenuity and very much judgment. As proposals changed, as

new studies and data became available, and as different asstiiaptions

were made, the cost estimates quite understandably were revised accordingly.

Obviously, not all estimates made can be set forth in this Study,
but the bases for the most significant proposals will be described.
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B. Cost Estimates Prior to I96O

The subsequent sections vill deal, in some detail, with the
various cost estimates for hospital and related benefits that hav^
been prepared completely under the responsibility of the Office of
the Actuary, beginning vrith the I96I legislative proposals. This
section will briefly discuss the underlying assumptions for earlier
cost estimates for proposals of this type that were made in 1952 -59»

These earlier cost estimates were made by applying (a) the
estimated per capita costs for the proposed hospital benefits (related
to persons eligible for these benefits) that were developed by the
Division of Program Research to (b) the estimated numbers of bene-
ficiaries in the long-range OASDI cost estimates developed by the Office
of the Actuary. In the latter part of the 1950's, the Office of the
Actuary took a more active role in the development of the hospital

-

benefits cost factors, but the Division of Program Research still had
the primary responsibility for them.

The 1952 Proposal

The first proposal for hospital benefits with respect to OASI
eligibles (beneficiaries actually on the roll, plus those who have the
necessary age and insured status conditions, but who are not on the
roll because of the earnings test or for other reasons) was presented
in legislative form in 1952 as an Administration proposal o Specifically,
it was contained in the following bills: H.R. ikSk (Dingell), H.R. 7^85
(Celler), and S. 5OOI (Murray). Under this proposal, all eligibles
(regardless of age) would have available 60 days of hospital care per
calendar year.

No special financing provisions were included in the proposal,
since the OASI system at that time had an "actuarial surplus" of about

of taxable payroll on a level -cost basis (that was subsequently used
to finance the liberalizations contained in the 1952 Amendments, which
did not include any change in the contribution schedule or in the maximum
earnings base).

The term "level-cost" is used extensively in this Study and is

defined as the present value (at a prescribed interest rate) of future
benefits over the period covered by the cost estimate, divided by the
present value of future taxable payrolls. The level-cost is thus ex-
pressed as a percentage of taxable payroll. It can be seen, therefore,

that a tax rate equal to the level -cost of benefit payments and adminis-
trative expenses will be sufficient to support the program.

It is important to understand the meaning of the term "present
value" and to know the period used in making present -value calculations.
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Present value is discounting at interest. -As an example, the present
value of $1,000 due in 10 years is (I.05)" times $1,000, or ^hk, if
the interest rate is yf>. The present value of a series of amounts at
various future dates is the sum of the present values of each amount.
In calculating present values for the early proposals, the period used
was perpetuity. As vill be discussed later, calculations for the 19^5
proposal were made for a 75 -year period, and csilculations for the I965
Act were based on a 2 5 -year period.

The intermediate cost of this first proposal to provide hospital
benefits for OASI eligibles was estimated at about .15^ of taxable
payroll in the first full year of operation, gradually rising to .5^ in
about 20 years, and to .5^ ultimately, with the level-cost being about
.h-io of taxable payroll.

The underlying bases of the cost estimates for the 1952 proposal
were that, in the initial period, the average daily cost of hospitaliza-
tion would be $15 and that the average utilization rates (average
hospital days per eligible person per year) would be ^ day for children,
1 day for widowed mothers, and a low estimate of 2 days and a high esti-
mate of 2^ days for persons aged 65 and over. Administrative expenses
were estimated at 5^ of the benefit costs.

The average daily cost figure of $15 was based on a projection to
195^ of actual 19^9 costs for short-term stays in general and special
hospitals. As to future trends of hospital costs, it was assumed that
they would increase in direct proportion to the Increase in taxable
wages (note that this refers to taxable wages, which are held down by
the earnings base, and not to total wages, unless It is also assumed that
the earnings base rises in proportion to changes in the earnings level).

The utilization rates were based on the average utilization rate
of 1.0 day per person per year for the entire population, adjusted to
reflect the demographic characteristics of the particular category and
the expected increase in hospitalization when insurance is present, based
on such experience data as were available at the time.

The 1957 Proposals

In 1957, three major bills were introduced to provide hospital
benefits with respect to OASDI eligibles. H.R. 1092 (Celler) was the
same as the bills introduced in 1952 that provided hospital benefits up
to a maximum of 60 days per calendar year for OASI eligibles, but not for

the newly -created DI eligibles (as a result of the 1956 Amendments).
HcR. h765 (Dingell)--and the companion bill, H.R. 9hk8 (Roberts )- -were

the same as the preceding bill, except that they would also provide

hospital benefits for DI eligibles o H.R. 9U67 (Forand), which received
the most public attention since its author was a high-ranking member of
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the Ways and Means Committee, provided hospital benefits of up to
60 days per calendar year, nursing home care following discharge from
a hospital (up to a combined total of 120 days of hospital and nursing
home care in a year), and surgical benefits for OASI eligibles, but
not for DI eligibles. The first two proposals vould not have changed
the taxable earnings base of $i;,200 then in effect, but the last would
have involved a $6,000 earnings base.

A report issued by the Division of Program Research set forth
the cost assumptions that were used in evaluating the costs of each of
these proposals ("Basic Cost Calculations Relating to Proposals to
Provide Hospitalization and Other Medical Care Services to OASDI Bene-
ficiaries", January 20, 1958). The underlying bases of the cost esti-
mates for the 1957 proposals were (a) in the initial period, the average
daily cost of hospitalization would be $21 for beneficiaries aged 62 and
over and for disabled beneficiaries, and $23 a day for mother and child
beneficiaries and (b) the average hospital utilization rates would be

^ day for children, 1 day for widowed mothers, and a low estimate of
2 days and a high estimate of 2h days for persons aged 62 and over.
Administrative expenses were estimated at 5^ of the benefit costs.

The average dally hospital costs were founded on the average total
expense in all non-Federal short-term general hospitals in 1956 of $2^.15
a day (as developed by the American Hospital Association), adjusted down
to $22.50 to allow for the estimated cost of outpatient departments and
research that were included in the former figure and, further for the
aged, to $21.00 to reflect the fact that the longer stays of this category
should result in a lower per diem cost. It may be noted that each of the
two foregoing reductions represents about a 7'^ relative decrease. As to
future trends of hospital costs, it was again assumed that they would
increase in direct proportion to the Increase In taxable earnings.

The hospital utilization rates that were used were, by coincidence,
the same as those used in connection with the 1952 proposal; they were
based on analysis of some significant data that had become available after
the estimates for the latter proposal had been made—namely, from a survey
by the Bureau of the Census that was conducted in March 1952. This survey
Indicated a utilization rate of 1,57 days per person per year, after a

downward adjustment for a 60-day maximum and after an upward adjustment of

25^ to allow for decedents. As a low-cost assumption, this rate was
increased to 2.0 days per person per year, so as to allow for Increased
utilization if Insurance benefits were available. A high-cost assumption
was derived on the basis of admission rates for persons who had insurance
(such rates being higher than for the noninsured portion of the population)
and an average duration of hospitalization for persons without Insurance
(such duration being higher than for the Insured portion of the population);
the result was then adjusted for decedents, yielding a figure of 2o55 days,

which was increased to 2.5 days to allow an additional margin for Increased
utilization.
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Using the foregoing assumptions, the intermediate estimate of
the level-cost for H,R. 1092, which corresponded to the 1952 proposal,
was .52^ of taxable payroll (as compared with the figure of derived
in 1952). A small part of the increase in cost resulted from including
female beneficiaries aged 62-61^, who had been included in the OASDI
program by the 1936 Amendments. It may be noted that the level-cost of
the hospital benefits for widowed mothers and children was only ,02% of
taxable payroll

»

The estimated additional level-cost of H.Ro ^765 resulting from
inclusion of disabled worker beneficiaries aged 50-64 was estimated at
only oOl^ of taxable payroll. This category was assumed, in the absence
of experience data, to have the same hospital utilization rate as the
low-cost one applicable to aged persons (taking due note of the fact that
hospital benefits would not be available for the disabled during the
6-month waiting period).

The intermediate-cost estimate for the Forajid bill, as computed
on the prevailing $4,200 earnings base, included the foregoing estimated
level-cost of o52^ of taxable payroll for the hospital benefits and
involved, in addition, .01^ for the nursing home benefits and .07% for
the surgical benefits, making a total of ,60^ of taxable payroll. How-
ever, since the Forand bill provided an increase in the earnings base to
$6,000 (which meant a larger taxable payroll against which to measure
the costs), the overall cost relative to the taxable payroll under the
bill was reduced to o5^%o This may be compared with the financing pro-
vided in the bill—namely, an increase of in the combined employer-
employee contribution rate.

The 1959 Proposals

In the report of the House Ways and ^4eans Committee on the 1958
Amendments (which made a number of significant changes in the OASDI system,

but which did not include any provisions in regard to hospital benefits),

a request was made that the Secretary of Health, Education, and Welfare
should prepare a report on the subject, "Hospitalization Insurance for
OASDI Beneficiaries" o This Hospitalization Report was published by the

Ways and Means Committee as a Committee Print on April 3, 1959. Among

other things, this Hospitalization Report presented new cost estimates

for hospital and related benefits, based both on the availability of new

data and on revised assumptions <>

After the cost estimates had been meuie for the 1957 proposals, data

on hospital utilization had become available from a beneficiary survey

made by the Social Security Administration in 1957. The overall results

(after adjustments for a 60-day maximum benefit period, for decedents,

and for increased utilization due to the existence of insurance) were

somewhat higher than the assumptions used previously—namely, an average
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utilization rate ranging from 2.3 to 2.8 days per aged eligible
(men aged 65 and over; women aged 62 and over), as against the previous
range of 2.0 to 2.5 days. If only eligibles aged 65 and over were
considered, the comparable range, based on the new data, was 2.U to
3oO days. Details by age-sex groups are shown in Table 1, presented
in the next section.

The same utilization rates as previously were used for widowed
mothers and child beneficiaries. For the disabled, the high utiliza-
tion rate for aged beneficiaries was used (2 08 days).

The new cost estimates assumed, for the early years, the same
average daily hospital costs as were used for the 1957 proposals, except
that they were adjusted upward to reflect the likely increases through
i960. The resulting figures were $27 a day for the aged and the dis-
abled, and $29 a day for younger beneficiaries.

For the long-range cost estimates, a new procedure was adopted in
regard to the assumptions as to average daily hospital costs. The
earnings assumptions underlying these estimates were based on the 1956
level, but it was assumed that hospital costs would continue to rise
more rapidly than earnings levels in the future until the early 1960*s,
and that thereafter they both would increase at the same rate. This
thus involved multiplying the 1956 per diem costs by ik^} to reflect the
estimated differential of hospital costs over earnings levels during
the period between 1956 and the early 1960's. The Hospitalization Report
also considered the possibilities that, on the one hand, hospital per
diem costs would continue to rise more rapidly than general wage levels
until 1970, or that, on the other hand, over the long-term future,
hospital per diem costs might decline relatively as compared with wages
(due to changes in institutional patterns and other factors )»

As in previous estimates, it was estimated that administrative
expenses would be 5^ of benefit payments. Further, it was estimated
that, as in the previous cost estimates, skilled nursing home benefits
would have a level-cost of only about .01^ of taxable payroll (although
it was recognized that a very broad nursing home benefit could have a
very sizable cost—as much as the cost of hospital benefits )» The new
cost estimates for hospital benefits with a maxirajjm duration of 60 days
per year for all OASDI beneficiaries showed a level-cost of ,66% of
taxable payroll (under the $l|-,800 earnings base that had been introduced
by the I958 Amendiaents) for the intermediate -cost estimate. The vast
majority of this cost related to aged beneficiaries (men aged 65 and over;
women aged 62 and over), with .05^ relating to disabled workers aged 5O-6U
and .01^ relating to other beneficiaries.

On February I8, 1959, Congressman Forand re-introduced the proposal
contained in his 1957 bill. This new bill, H.R. U7OO, was virtually the

same as the earlier one, except that it would make no change in the earnings

base over the figure of $i<-,800 that was provided by the 1958 Amendments.



The cost estimate for this new bill was based on the underlying data
and methodology used in the cost estimates presented in the 1959
Hospitalization Report. The total level-cost of the proposal was
estimated at .79^ of taxable payroll, consisting of .63^ for the
hospital benefits, oOl^ for the skilled nursing home benefits, ol2^
for the surgical benefits, and .05^ for administrative expenses.
The estimated cost for the surgical benefits was based on data from
the 1957 SSA Beneficiary Survey and was somewhat higher than the
previous estimates made for this type of benefit.

It may be noted that Congressman Forand accepted the higher
estimate of the cost of his proposal. He incorporated appropriately
higher contribution rates in his proposal when it was subsequently
voted on by the Ways and Means Committee (at which time, it was rejected).
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C. Cost Estimates for I96I Admlnlgtratlon Proposea

The first cost estimate published hy the Office of the Actuary
for a hospital-benefits prograa vas that made for the first Ring-
Anderson Bill, H.R. 4222, introduced on February 15, I96I. This esti-
mate can reasonably be considered the starting point for subsequent
estimates by the Office of the Actuary. It is described in detail in
Actuarial Study No. 52 ,

Beginning at this time, the Office of the Actuary was assigned
full responsibility for the preparation of cost estimates for hospital-
benefits proposals. It, of course, had available the data developed
(and continuing to be developed) by the Division of Program Research

—

now, the Office of Research and Statistics—as well as any necessary
consultation with the staff of that division who had extensive experience
in this field. The estimates prepaired under this new basis were—as
will be indicated- -developed by building on the previous estimates,
rather than by starting anew.

A brief summary of the bases for this estimate will be given here,
but the Study should be referred to for more detail.

This bill would have provided the following benefits:

(a) 90 days of semi-private hospital care within a "benefit period",

with a deductible of $10 per day for the first 9 days
(mlnliaim deductible of $20),

(b) 180 days of skilled-nursing-home services within a "benefit
period", when such services are furnished following transfer
from a hospital and are necessary for continued treatment of
a condition for which the individual was hospitalized.

(c) 2^ home -hesuLth -service visits during a calendar year.

(d) Outpatient-hospital-diagnostic services in excess of a ^0
deductible, for each diagnostic study.

There was an overatLL limit on hospitalization and nursing-home

bei^fits in that during any "benefit period" only I50 "units of service"
could be used, where such a "unit" consists of 1 day of hospitalization
benefits or 2 days of nursing-home benefits. The term "benefit period"
means the period beginning with the first day that aji individual receives
hospital benefits and ending with the last day of the first 90-day period
thereafter during which he has not been a patient in a hospital or a

skilled nursing home. The benefits would first be available in October I962,
except for nursing-home benefits, which would first be available in
July 1965.
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These benefits (and the accompanying administrative expenses)
would be financed, on a long-range basis, by (l) an increase In the
combined employer-employee contribution rate of 4^ (effective in I965),
with a corresponding increase of 3/8^ in the rate for the self-employed
and (2) the "gain" to the OASDI system resulting from increasing the
maximum earnings base from $4,800 to $5,000 (effective in I962). The
gain from increasing the earnings base was estimated to be equivalent
to the effect of a rise in the combined employer-employee contribution
rate of .1^ of payroll. This income--totalllng .6^ of taxable payroll--
would be channelled into the Health Insurance Account of the Federal
Social Insurance Trust Fund, which would also Include the existing OASI
and DI Trust Funds as two separate accounts.

It should first be stated that the objective of cost estimates
is not to get absolute figures for benefits and taxes at various future
dates. The objective is to arrive at a schedule of tax rates which will
provide sufficient revenue to pay all benefits and to maintain an adequate
balance in the trust fund. Accordingly, it should be emphasized that
some assuniptions have been made which result in lower benefits and lower
revenues than is expected, but which will result in a realistic ratio of
benefits to income.

This reasoning led to the basic assumption for the first King-
Anderson Bill that the long-range cost estimate would be on a static
basis. In other words, it was assximed that there would be no future
changes in average hospital-per-diem cost or in covered wage rates.
Obviously, this assunrption would be totally without validity in computing
benefits and contributions in dollar amounts; however, the assumption
was a valid one for the purpose of calculating tax rates if it were coupled
with the additional assumptions that hospital costs and wage levels would
rise in the future at the same rates and that Congress would adjust the
deductible amounts and the tajcable earnings base at roughly the same rates
as rising hospital costs and wage levels occurred in the future. Accord-
ingly, these latter two assumptions were also made^

1<, Hospital utilization rates

The basic data used in computing utilization rates (days of hospitali-
zation per year per 1,000 persons exposed to risk) were based on results
from the SSA Survey of Beneficiaries (1957 ). Modifications were made in
the results to recognize that the availability of benefits will result in
greater utilization than that rei)orted in the Survey. In addition, the
basic data were corrected to euLlow for hospitalization of persons who died
during the year, who would not be reported in the survey. These corrections
are described on pages k and 6 of Actuarial Study NOo 52 .

The above-mentioned adjustments were made in such a manner as to
give both low-cost and high-cost estimates. The results are given in
Table 1 on an age-sex basis. These are the same basic rates as were used
in the cost estimates described in the previous section

»
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Table 1

HOSPITAL UTILIZmQN RATES FOR OASDI BENEFICIARIES AGED 65 AND OVER,

60-DAY MAXIMJM, ACCORDING TO I957 BENEFICIARY SURVEY
(average days per person per year)

Age
Group

Low -Cost Estimate
Before Cor-
rection for
Decedents

Correc

-

tion for /

Decedents-'

Cor-
rected
Rate

Before Cor-
rection for
Decedents

High-Cost Estimate
Correc

-

tion for
Decedents2/

Cor-
rected
Rate

Men

65-69 1.59 1.93 2.18 M 2.61
70-7U 1.66 M 2.II+ 2.01 .60 2.61

75 and O"^®^-^/

65 and over-'

2M .95 5.37 1.17 4.65
1.85 .55 2.1^0 2.k9 .69 3.18

Women

65-69 1.59 .20 1.79 1.73 .25 1.98
70-7i+ 2.42 .31 2.73 2.65 .38 3.03

75 and over^/
65 and over-'

2.53 .78 3.31 3.11 .97 4.08
2.09 .38 2.U7 2.36 M 2.83

Total Persons

65 and over^ 1.97 M 2M 2M .58 3. 01

(2.08) (.52) (2.60) (2.57) (.66) (3.23)

a/ Based on average stay of 8 days for low-cost estimate and 10 days for high -cost
estimate and on death rates from U. S. Total Population Life Tables for 19^9-51.

b/ Obtained by weighting the rates by sige and sex by the estimated OASDI "eligible"
population as of the beginning of I96O. Figures in parentheses are based on
weighting by the stationary population of the U. S. Total Population Life Tables
for 1949-51.
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aiiecT; oi maximum-auraTixon ana aeaucTiXDxe provisxona

It is to be noted in Table 1 that the utilization rates shown are
for hospital stays for a maximum benefit period of 60 days. If the
xnaxiBium duration is 90 days, it was estimated that utilization rates would
be increased 9^, this estimate being based on data from the National Health
Survey and from private insurance experience.

The effect of the deductible provisions was computed from a hospital-
ization continuance table that was derived from data in the National Health
Survey (Health Statistics, Scries B. No. 7) and is shown in abridged form
in Table 2.

3. Average daily cost of hospitalization

The basic data used for average hospital-per-diem costs were derived
from the American Hospital Association figures shown in Table 3» The
figure used was $29.60 per day and was arrived at by the following reasoning:
Inasmuch as we desire a relationship to taxable payroll, rather than an
absolute figure, and since the estimate of contribution income was based
on 1959 earnings, the 1959 AHA index of $30.19 was used. This figure was
then reduced to $26 to reflect both a 7^ reduction because various non-
inpatient costs are included in the AHA index, such as outpatient depart-
ments and research and a further reduction due to the belief that the
longer stays of people aged 65 and over result in a lower average daily
cost. This $26 figure was then increased by ihi, to $29.60, to reflect
the estimated amount that the rise in hospital costs would exceed the rise
in wages after 1959 before wages and hospital costs would rise at the
same rates.

It was assumed that, because wages had been rising geometrically and
hospital costs linearly, the $29.60 figure would be suitable for level-cost
estimates (but not for absolute-dollar cost estimates). This assumption
was reasonable only if coupled with the assumption that Congress would
adjust the taxable earnings base and the deductible amounts in accordance
with rising wage levels. As stated previously, this latter asaumption
was made and seemed reasonable in light of the actions of Congress since 1950.

Cost estimates for hospital benefits

At this point, it may be worthwhile digressing to discuss the effect
on the cost of the OASDI eash benefits due to increasing-earnings trends.
The benefit formula is "weighted", so that relatively higher benefits are
paid to those with low earnings than to those with higher ones* For example,
\mder I961 law, the primary benefit for an average monthly wage of $300 was

$105 per month (or 35«0^ of average wage), while the corresponding benefit
for an average monthly wage of $360 was $118 per month (32.8^ of average
wage). Thus, for an average wage that is 20^ higher, the primary benefit
increases only 12.U"5t. The effect on the financing of the program is

evident, since contributions increase directly proportionately with
increases in covered earnings, whereas benefits rise less than proportionately.
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Table 3

COMPARISON OF ANNUAL INCREASES IN HOSPITALIZATION COSTS AND IN EARNINGS

Increase Over Previous Year
Average Earnings Average Dally

Calendar
Year

^a/ In Covered
Enq)loyment

Hospitall:
Costs

1955 $25.12 3.8^t 6.%
1956 24.15 5.7 4.5
1957 26.02 5.5 7.7
1958 28.27 3.3 8.6

1959 30.19 3.3 6.8
i960 32o23 4o3 6.8
1961 34.98 3.1 8.5
1962 36.83 if .2 5.3
1965 38.91 2.4 5.6

Average^ 4.0 6.7

a/ To-Ua hospital costs divided by total Inpatient hosplteuL-

days.

b/ Rate of Increase compoiinded annually that Is equivalent to
total relative Increase from 1954 to I963.
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In addition, there is the decreasing- cost effect that resxilts from the
lag involved when earnings levels rise, since the average wage is, in
essence, a lifetime one and thus is affected by the lower earnings levels
of the past.

The long-range actuarial cost estimates for the OASDI system always
have assumed that earnings would be level in the future at about the level
currently prevailing at the time the estimates were made. It has been
recognized that if earnings levels rise in the future--as they have in
the past—the benefit level and the taxable earnings base will undoubtedly
be modified. Rising earnings will automatically "generate" savings to the
system that can be utilized for such purposes as keeping it up-to-date,
although the savings may not be sufficient to do this completely.

Another factor that results in "automatic generation" of savings
to the OASDI system of cash benefits is the effect of raising the earnings
base for tax and benefit-computation purposes. The reason for this effect
is also due to the "weighted" nature of the benefit formula. Such changes
have been made a number of times in the past-' for the purpose of keeping
this elen»nt of the program up-to-date.

In the past, the savings to the OASDI system resulting frcaa the
above two factors (rising-earnings levels considered alone and increases
in the maximum earnings base) have been utilized to keep the benefit
structure up-to-date—by such changes as increasing the general benefit
level, adding new types of benefits, and liberalizing existing benefit
provisions©

A contrary situation exists in regard to hospital insurance benefits,
because a rise in the average daily cost, when accompanied by a comparable
rise in wage levels, will result in benefits rising more than contributions

—

due to the "dampening" effect of the taxable earnings base. The effect is

ccaapounded when benefits are subject to a fixed-dollar deductible, since
benefits payable would rise proportionally more than average daily costs.
It is for this reason that the assumption was made that Congress would
increase both the earnings base and the amount of the deductible by approxi-
mately the same percentage change experienced in per diem costs and wage
levels

.

An intermediate estimate is necessary for purposes of determining
the financing basis of the hospital insurance portion of the programo In
order to arrive at such an estimate, the low- cost and high-cost utilization
rates were averaged and were then multiplied, on the appropriate age- sex

basis, by the intermediate estimate of persons aged 65 and over who could
be entitled to monthly cash benefits \mder the OASDI system upon applica-
tion therefor. This total figure was then multiplied by the average daily
hospital cost to get total hospital benefits payable.

5. Cost estimates for skilled-nursing-home benefits

The bill provided that skilled-nursing-home benafits would be

available only upon transfer from a hospital and for further treatment

b7 The earnings base was $5,000 during 1937-50, $3,600 during 1951-5^,
and $4,200 during 1955-58, $l+,800 during 1959-65, and it has been $6,600
since 1966.
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of the condition that resulted in the hospitalization. It was not
possible to know from this written definition exactly what the actual
admitting and transferring practices would be. In the early years of
operation, one limitation on the costs would, of coiirse, be the limited
availability of qualifying facilities. In the long run, however, this
could not be regarded as a cost control factor.

Analysis was made of the various elements involved in the cost of
this benefit, namely:

(1) Then-present number of skilled nursing home beds;

(2) Number of such beds that are acceptable according to reasonable
standards

;

(5) Estimated needed beds;

(k) Proportion of beds occupied;

(5) Proportion of occupied beds used by persons aged 65 or over;

(6) Proportion of the aged occupants of beds that consists of HI
beneficiaries;

(7) Proportion of occupants with duration less than 6 months;

(8) Proportion of occupants who entered the nursing home by trsmsfer
from a hospital; and

(9) Average daily cost.

As a result of this study, it was estimated that the first-year
cost would be $25 million (reflecting lack of facilities in the early
years), but that in later years the cost wovild be about 10 times as much,
which wotild be equivalent to a level- cost of ,08% of taxable payroll.

It was recognized that part of the cost arising for the skilled-
nursing-home benefits, when more widely available and utilized, would be
an offset to the cost for hospital benefits. Accordingly, in the I96I
estimates, the cost of hospital benefits was reduced by 25% of the cost
of skilled-n\irsing-home benefits.

6. Cost estimates for home-health- service benefits

The cost estimate for home-health- service benefits was based on a

study made by the Kansas Blue Cross and Blue Shield. The level-cost was
estimated at .05% of taxable payroll, and the cost of hospital benefits
was reduced by U0% of this figure to reflect the offset due to the
availability of hcMne-health- service benefits.

7, Cost estimates for outpatient-hospital-diagnostic- servi ces benefits

The cost estimate for the outpatient-hospital-diagnostic- services
benefits was first made on the basis that there would be no deductible.
Relatively little experience is available in regard to the cost of this
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benefit for a group consisting of persons aged 65 and over. Such Blue
Cross and insurance company experience as there is seems to indicate
that the annual cost per capita will be about $7.50 (spread over the
total protected population and not merely among those who will use this
benefit).

From a cost standpoint, the effect of a $20 deductible for each
diagnostic study (note that it is not an annual deductible) would be
significant. This deductible provision would reduce the aggregate cost
by an estimated QO^, since most of the charges for these services will
be relatively small amounts, such as $10 for an X-ray. The number of
cladms would also be reduced by about 80^ by the deductible provision,
and thus a considerable amount of the administrative costs otherwise
involved in paying a large number of small claims would be eliminated.
The relative magnitude of the reduction arising from a deductible tends
to be verified by a study of the actual charges of hospital outpatients
covered under group insTirance policies (see "A Reinvestigation of Group
Hospital Expense Experience" by S, W. Gingery in Transactions , Society
of Actuaries, Vol. XII, I961, which gives data on such claims by size
intervals). IHiis cost of $1.50 per capita per year was equivalent to
a level- cost of .01^ of taxable payroll.

8. Estimated administrative expenses

It wgus assumed that the administrative expenses that would be
chargeable to the Health Insurance Account for processing the health-benefit
claims and for a pro-rata share of the cost of maintaining the earnings
records and collecting the contributions would represent 5^ of the benefit
disbxirseawnts. This figure is comparable with the relative administrative
costs of the most efficiently-run Blue Cross plans. The latter frequently
have substantial administrative costs that would not arise in connection
with health benefits under OASDI— such as those for selling individual
enrollments, collection of health insurance contributions alone, and main-
tenaace of the rolls of insttred persons solely for purposes of health
insurance.

The administrative expenses for the proposed health benefits that
are chargeable to the Health Instirance Account did not, of course, include
the administrative expenses of the hospitals and other health agencies
supplying the benefits, which are included as part of the benefit disburse-
ments. Also not included were the record-keeping and tax-payment expenses
iacurred by ©aaployers in connection with the OASDI program.

9. Earlier cost estimate for I96I King-Anderson Bill

It should be pointed out that the foregoing cost estimates were not
the first estimates made for the I961 proposal. Prior to publication of
the estimates by the Office of the Actuary, the Division of Program Research
of the Social Security Administration had made cost estimates for the bill.
The differences between the two estimates were primarily due to estimates
for the supplementary benefits.

The earlier estimate for skilled-ntirsing-hcMBe benefits was based on
the experience of a few Blue Cross plans having such a benefit. The
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available data siiggested that there might be annual utilization of 10 days
of such care per 100 beneficiaries. Since the average daily cost would be
about $10, this would mean an aggregate average cost of $1 per year per
person aged 65 and over and entitled to monthly OASDI benefits. This was
equivalent to a level-cost of ,01^ of taxable payroll.

The earlier estimate for home-health-service benefits was also
believed to be .01^ of taxable payroll.

The earlier estimate for outpatient-diagnostic- services benefits was
made on the basis that there wotild be no deductible and was believed to be
.02^ of taxable payroll.

The following table shows both estimates of the level-costs^ of the
various types of benefits (plus administrative expenses):

DPR Our
Type of Benefit Estimate Estimate

Hospital .52%*
Skllled-Nursing-Home .01 .08
H<»ne-Health .01 .05
Outpatient-Hospital-Diagnostic .02 .01

Total .60 .66

After offset for reduced cost because of availability and use of
skilled-nursing-home and home-health benefits.

As will be seen from these figures, the income of .60^ of taxable
payroll on a level-cost basis would be just sufficient to finance the
benefits on a long-range basis according to the original intermediate-
cost estimate, but would fall about 10^ short relatively according to
the revised figures. It was because of this deficiency that the Secretary
of Health, Education, and Welfare recOTsmended in his testimony before the
Ccanmittee on Ways and Means of the House of Representatives that the
maximum earnings base be increased to $5^200 (instead of $5,000, as

provided in the bill), with the total gain to the system going to the HI
system.

c7 The level-cost is the average long-range cost, based on discounting
at 3 .02^ interest, relative to effective taxable payroll (which is

the total earnings of all covered workers reduced to take into account
both the maximum taxable earnings base and the lower contribution rate
for the self-employed as compared with the combined employer-employee
rate so that, in effect, only 3/h of the earnings of the self-en5>loyed
within the maximum base are counted)* For more details on this concept,
see Section E of Actuarial Study No. k9 » In this Study, the term
"payroll" is used to denote the effective taxable payroll.
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The outgo for benefit payaents and the aeeaffpanying adainistratlye
expenses in the first 12 Bonths of operation for each of the foiir types
of benefits, taking into account the actual price and earnings-lerel
situation (rather than the long-range assumptions in these respects),
are shown in the foUcwing table for our estlaates:

Afflount Percent of
Type of Benefit (minions) Payroll

Hospital $1,015 .kh^
Skilled-Nursing-Hoiae 25 .01
Hooe-Health 10 ,00k
Outpatient-Hospital-Diagnostic 10 .004

Total 1,060 ,k6

Table h presents the estimated progress of the Health Insurance
Account by calendar years, according to our intermediate-cost estimate,
carried out into the long-range future. The early-year figures (1962-65)
represent what is actually anticipated on the basis of expected future
earnings levels and medical- care costs; by I97O these are merged with
the long-range cost estimates, which assume 1959 price and wage conditions.

It will be noted in Table k {in which contributions are based on
the $5,000 esurnings base) that the fund is exhausted in 2017, Table 5
is based on an earnings base of $5,200 and shows that the program would
be in actuarial balance then.
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Table k

ESTIMATED PROGRESS OF HEALTH INSURANCE ACCOUNT UNDER I96I AEMIKIS-
TRATION PROPOSAL
(in millions)

Calendar Contributions Benefit Payments and Interest on Account at

Year Allocated-^ Administrative Expenses Account^ End of Year

1962 -iiSo $152 — $28
1963 1,150 1,062 $2 118
1964 1,565 1,098 8 593
1965 1,595 1,154 17 671

1970 1,548 1,361 61 1,974
1975 1,677 1,557 89 3,102
1980 1,805 1,805 113 3,872
1990 2,096 2,508 117 5,898, /

2000 2,456 2,640 77 2,51^

a/ Based on varying interest rate estimated to be earned by OASDI Trust Funds,
ultimately leveling off at 3 •02^ on total assets (3«10% on invested assets)*

b/ Fund exhausted in :/ear 2017,
c/ Consisting of ^ tax rate plus gain from raising the earnings base from

$4o00 to $5000.
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Table 5

ESTIMATED H^OGKESS OF HEALTH INSURANCE ACCOUNT
UHDEE 1961 AMCENISTRATIOT PROPOSAX IF EARNINGS BASE IS RAISED TO $5200

(in millions)

Calendar Contributions Benefit Payments and Interest on Account at
Tear Allocated Administrative Expenses Account End of Year

1962 $306 $152 $2 $156
1963 1,320

1,5^2
1,062
1,098

9 423
196k 20 887
1965 1,575

l,7i^
l,15i+ 56 1,364

1970 1,361 117 3,820
1975 1,889 1,557

1,803

182 6,366
1980 2,033

2,361
256 8,854

1990 2,308 327 13,480
18,7662000 2,7hk

3,716
2,640
5,138

39^
2050 1,496 50,336
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D, Cost Estimate Made for Anderson-Javits Amendment

When the actuarial cost estimates (both for the cash benefits
and the hospital benefits) were revised in I962 to take into accoimt
the 1961 earnings levels, the financing available under a $5,200 earnings
base was estimated at .68']& of taxable payroll (because of a larger esti-
mated "gain" from raising the earnings base), but the benefit cost was
estimated at .72^ of taxable payroll.

The Anderson-Javits Amendment^ that was considered by the Senate
in July 1962 was the same as the I96I version of the King-Anderson Bill
insofar as QASDI beneficiaries were concerned, except for having a $5,200
earnings base and except for restricting the skilled-nursing-home benefits
to such services provided by hospital-associated facilities (just as in
the 1965 proposal). This change in the benefit provisions reduced the
estimated level- cost to .68^ of taxable payroll, so that the financing
was estimated to be just sufficient to support the benefits.

d/ For more details on this proposal and legislative action thereon, see
Wilbur J. Cohen and Robert M. Ball, "Public Welfare Amendments of I962
and Proposeils for Health Insurance for the Aged", Social Security
Bulletin, October I962.
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E. Cost Estimates Made for I963 Adipinistration Proposal

The second ELng-Anderson Bill, H.R. 3920, introduced on February 21,

1963 was only slightly changed frcan the initial bill.

The only significant changes from a cost standpoint were as
follows:

(1) The provision limiting benefits during any benefit period to 150
units of service was eliminated. "Hiis was considered to have no
cost effect.

(2) The skilled-nursing-facility services were required to be only in
a hospital-associated facility (i.e., affiliated or under common
control with a hospital).

(3) 'Hie earnings base was to be raised from $4,800 to $5,200. The level-
equivalent gain from this increase was estimated to be .18% of
taxable payroll, and was to be paid into the Hospital Insurance Trust
Fund.

(U) Benefit protection would be given to beneficiaries under the Railroad
Retirement system.

(5) Benefit protection would be given to certain persons age 65 or over
who were not eligible for OASDI benefits. The benefits for this
group were to be paid from the HI Trust Fund, but with fiall reimburse-
ment therefor from the General Treasury.

(6) A beneficiary had the option of electing, irrevocably, to have either
of two other types of protection for hospital care— (l) a 45-day
maximum with no deductible or (2) a l80-day maximum with a flat
deductible in an amoiint equal to 2^ times the average daily hospital
cost under the program.

The cost estimates were again made on a static basis, with wage
levels and hospital costs assumed to remain at I961 levels.

The average hospital utilisation rates used were the same as before.
There were available, at the time of this estimate, data from the National
Health Survey, but they were not used since rates derived from that study
were very close to those developed from the Beneficiary Survey.

The same hospitalization continuance table was used. According to
this table, the three options were equivalent in value, so that this
featirre was deemed to have no cost effect.

The figure used for the average daily cost of hospitalization was
$30.i+0. It was obtained from the I961 AHA index of $3^.98 by reducing it
by 13%, which is approximately the same percentage reduction used in the
1961 estimates to adjust the AHA index to yield the estimated average
reimbursable hospital-per-diem cost for persons aged 65 and over.
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It should be pointed out that the foregoing figure for the average
hospit£il-per-diem cost for persons covered by the proposal did not include
an allowance for a "catching-up" factor, as was previously done. In other
words, the assumption made was th&% following I96I, hospital costs would,
on the average, increase no more rapidly than the general earnings level
(as indicated previously, if such changes do occur, then it was further
hypothesized that the system would be kept up-to-date insofar as the maxi-
Brum earnings base and the deductibles are concerned). Although it seemed
likely that hospital costs would increase somewhat more rapidly than the
general eairnings level in the next few years, it was presumed that any such
differential will, over the long run, be counter-balanced by hospital costs
rising less rapidly than will the general earnings level (thus reflecting,
as in most other types of economic activity, the productivity gains of the
work force involved).

Because the definition of skilled-nursing-facility benefits was
more restrictive than before, the level-cost of this benefit was estimated
to be only .03^ of payroll, and the resulting offset to the cost for
hospitalization benefits was estimated to be only ,01^ (instead of .02^ as
before).

No change was made in the cost estimates for the other supplementary
benefits.

Administrative expenses were estimated to be only 3% of benefits,
instead of 5% as before. This reduction was made as a result of studies
by administrative personnel of the Social Security Administration.

The fo3J.owing table shows the estimated long-range level- costs and
first-year costs (i.e., for 19^5 on an accrual basis), by type of benefit,
including the accompanying administrative expenses:

Level-Cost First-Year Cost
Type of Benefit (as % of Payroll) (in millions)

Hospital .59^* $1,515
Skilled-Nursing-Facility .03 30
Home-Health .05 10
Outpatient-Diagnostic .01 10

Total .68 $1,365

* After offset for reduced cost because of availability and use
of skilled-nursing-facility and home-health- services benefits.

The above figures for the first year of operation take into account
the estimated actual price and earnings-level situation in I963 (rather
than the long-range assumptions in these respects).

Further details of the cost estimates for the I963 King-Anderson
Bill are given in Actuarial Study No. 57 »
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F. Cost Estimates Made in I963 on I>/iiand.c Assumptions

In hearings before the House Connnittee on Ways and Means on
November I8, I963, Chairman Mills asked some very probing questions,
which led to a basic change in the assumptions for the cost estimates
for hospital and related benefits.

14r. Mills asked what the level- cost would be if the assumptions
that future hospital costs would rise at the same rate as covered earnings
levels and that the earnings base and deductible amounts would be in-

creased by future Congresses to conform to the rise in earnings levels
were replaced by different assumptions. Eie revised assumptions would
be that the hospital costs and the covered earnings would continue to
rise in the future at the same rate of increase as in recent years and
that the earnings base and deductibles would remain at the amounts
proposed in the King-Anderson Bill, The answer was that the level- cost
would be infinite if the increases are pro^jected into perpetuity; however,
such assumptions would result in hospital costs ultimately exceeding
taxable pai^roll, which is totally -unrealistic.

As a result of Mr. Mills* questioning, calculations of the King-
Anderson Bill were made on three diffferent sets of assumptions. The
le^/el-cost of the bill would be 21,08% of taxable pa:,T-oll on the assump-
tions that both hospital costs and covered earnings rates rise 5^ each
year into perpettiity, that the earnings base and deductible remain fixed,
and that the interest rate is The level-cost would be I.l6^ of taxable
pa?/roll if the foregoing assumptions are changed only by terminating the
increases in hospital costs and in covered earnings in I985. If the
assumptions are changed only to the extent that covered earnings levels
rise 5'^ per year until I985, and hospital costs rise 7^ per year until
1985, with no increases thereafter, the level- cost is 2.37^ of taxable
payroll.
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G. Cost Estimates in 196h

As a result of considering the cost estimates made on dynamic
assuraptions, a decision was made to adopt more conservative assumptions
for future cost estimates. A study of the trend of the differential
between hospitalization costs and covered earnings indicated that the
level-cost for the hospital "benefits portion of the I965 King-Anderson
Bill should be increased 10^ to reflect changes between 1961 and I965.
It was further assumed that there would be another 10^ increase in the
level cost of the benefits due to the cumulative difference in the trends
of hospital costs and covered earnings after I965. The supplementary
benefits were assumed to have increased in cost since I96I, and to increase
in the futiire, in exact parallel with the c@v@red wage levels. It was
also assumed that the earnings base would be kept up-to-date. This is

tsmtamoimt to making no change in the estimated level-costs for these
supplemental benefits.

A paper by Anthony J. Houghton in the Transactions , Volume XV,

entitled "Continuance Study of Hospital Claims on Individually Underwritten
Lives Age 65 and Over", indicated that the costs of the U5-day and l80-day
options in the King-Anderson Bill were higher than the cost of the 90-day
option. On the basis of the static assumptions, the level- cost of the
1965 King-Anderson Bill was therefore increased from ,6&fo of taxable pay-
roll to .70^ of taxable payroll, consisting of ,61% for the hospital
benefits and .09^ for the supplementary benefits.

Therefore, under the new assinnptions, the level-cost of the HI
programwas 120^ of .61^ plus .09^, or .82^ of taxable payroll. It must
be noted that this level-cost of .82^ of taxable pajnroll is on the assump-
tion that the earnings base will be kept up-to-date with what $5,200 was
in 1961. This was equivalent to an earnings base of $5,800 in I965.

H.R. 11865 was the bill which passed the House in 196if that amended
the Social Security Act, but it contained no provision for hospital benefits.
It specified an earnings base of $5*^^00. The estimated level-cost of the
King-Anderson Bill on a $5,U00 earnings base was .84^ of taxable payroll
(taking into account the fact that this earnings base weus lower than the
foregoing $5,800, which was necessary to keep the earnings base up-to-date).
The cost of adding the King-Anderson Bill to H.R. II865 was .85%, the .01%
increase being due to a transitional provision giving coverage to certain
persons aged 65 or over who did not work long enough in covered employment
to meet the then-present work requirements for benefit payments.

At that time, two additional estimates were prepared on other
assumptions. Although these latter two estimates were believed to be

based on assimrptions which were too conservative to be realistic, they
are included in Table 6 for comparison purposes.

The Senate Finance Committee considered adding the hospital benefits
of the King-Anderson bill to H.R. II865, but voted against it. However, an

amendment proposed by Senator Gore was added when the bill was on the floor
of the Senate. In addition to slightly modifying the OASDI benefits, this
amendment provided a $5>600 earnings base and the hospital benefits of the
King-Anderson Bill with two modifications. Ore difference was that skiUed-

- 28 -



Table 6

SUMMARY OF COST ESTIMATES FOR I963 KING-ANDER 3(31 BILL
UNDER VARIOUS COST ASSUMPTIONS

Asstonptions as

to Earnings Base

1. Keeps up-to-date
with what $5,200
was in I961

2. Keeps ui>-to-date
with what $5,U00
will be in I965

5. Keeps up-to-date
with what $5,^+00

will be in 1965

4. Remains at

$5^00

Assumptions as to Relative Trends
of Hospitalization Costs and Earnings

Over the long range, hospitalization costs
and earnings increase at same rate from
1961 on

Past experience projected to 19^5; in next
5 or 6 years, hospitalization costs rise
more rapidly than earnings—by a total
differential of 10^; thereafter, hospitali-
zation costs and earnings rise at same rate

Past experience pro;3ected to 19^5; in next
10 years, hospitalization costs rise more
rapidly than earnings—by 5^ per year;
thereafter, hospitalization costs and
earnings rise at same rate

Past experience projected to I965; in nexrb

10 years, hospitalization costs rise more
rapidly than eamings--by 3*^ per year;
thereafter, hospitalization costs and
earnings rise at same rate

Estimated /

Level Cost^

.68^

.85%

1.35^

a/ Expressed in terms of percentage of taxable payroll,

b/ From Actuarial Study No, 37 »
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nursing (new called extended-care) facility benefits were limited to 6o
days, instead of the l80 days provided in the King-Anderson Bill. The
other difference was the inclusion of a dynamic cost-sharing provision,
which would provide for a payment for each day of hospitalization "by the
beneficiary, beginning in 19^9* so as to protect the HI Trust Fund from a
percentage rise in the per-diem hospital cost greater than the i)ercentage
rise in average wage rates.

Specifically, under such circumstances, the dynamic cost-sharing
provision would operate so that a uniform aaoount would be payable by each
beneficiary for each day of hospitalization. For I969-7O, this amount
woiild be determined by subtracting (a) $56 times the ratio of the average
of the earnings bases to be effective in I969-70 to $5,600, from (b) the
average daily hospital cost under the program in I966-67 (such average cost
including notonly room and board charges, but also charges for all appli-
cable special services). It may be noted that the $36 figure in the
formula represents the estimate of the average daily hospital costs that
would have restated under the program if it had been in effect in 1961^-65.

Furthermore, the result obtained under the foregoing formula would be
rounded to the nearest multiple of $2.

Hie working of this formula may be clearer if an actual exaiaple is
given. Assume that the average daily hospital cost under the program for
1966-67 is $^1-1.22 (representing an annual rate of increase of 7^ for the
2-year period involved between I96I4-65 and I966-67). First, ass\jme that
the earnings base remains at $5,600 from I965 through 1970; then, the
cost- sharing payment is $6 per day of hospitalization, which is derived
as follows:

$41.22 - $36 X 1^^^^ = $5.22, which when rounded becomes $6.

Second, assume that the earnings base scheduled (as of I968) for I969 is

$5,600, but this is to rise to $6,000 in 1970; under these circumstances,
the daily cost- sharing payment would be $U, which is derived as follows:

$41.22 - $56 X = $3.93.

It will be recalled that, at this stage, the cost estimate included
an assumfption that there would be a 10^ increase in the level-cost due to the
the cumulative difference in hospital costs and wages after 1965» Because
of the dynamic cost-sharing provision, this 10^ increase could be eliminated.
In other words, the cost-reduction effect of the dynamic cost-sharing
ixrovision was .07^ of taxable payroll.

The reduction in HI benefit costs due to increasing the earnings
base from $5,400 to $5,600 and due to reducing the maximum number of
extended-care-facility days was .01^ of taxable payroll from each source.
The level- cost of hospital and supplemental benefits provided by the Gore
Amendment was therefore less than the level-cost of the King-Anderson Bill
fey 09^ of taxable payroll, the result being a level-cost of .76^ of taxable
payroll.

The bill died in conference between the House and the Senate, because
the conferees could not reach agreement on the differing versions of the bill,
particularly the hospital benefits

.
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H. Cost Estimates of Hospital Insttrance Benefits
Recommended by Advisory Council on Social Security

As required "by law, the Advisory Council on Social Security was
appointed by the Secretary of Health, Education, and Welfare in I963.
Its report was transmitted on January 1, I965 and is entitled "The Status
of the Social Security Program and Recommendations for its Improvement''.

The Council proposed a hospital insurance program similar to the
1963 King-Anderson Bill. The significant differences were as follows:

(1) There would be no options as to maximum duration of hospital benefits,
60-day maximum with a i day deductible.

(2) Extended care benefits woiold be available to the extent of 2 days
of care for each day of hospital care used less than 60 days, with
a minimum of 50 days.

(3) Home nursing services would be available to the extent of 200 to 300
professional visits a year.

{h) The deductible for outpatient diagnostic services would be the same
as that for hospital services and would be applied for each 30-day
period during which such services are provided.

(5) Coverage would be provided both to beneficiaries with long-term
disabilities and to certain uninsured persons aged 65 and over under
a transitional provision.

(6) Eie program would be financed by a tax rate of of earnings each
from employees and employers, .5^ from the self-employed, and .15^
from Federal general revenues, the latter contribution terminating
in 50 years (its purpose being to meet approximately the cost for the
uninsured beneficiaries and for the initial group of insured bene-
ficiaries, who had contributed little, if at all, to the HI system).

(7) The earnings base would be $6,000 in 1966-67 and $7,200 thereafter.

(8) Benefits woxOd begin July 1, I966.

The cost assumptions made in the actuarial estimates were as follows:

(1) The cost estimate wo\ild cover only a 7 5-year future period.

(2) Long-range costs would be on a static basis, but wo\ald assiime that
per diem hospital costs would rise 2.7^ per year for the first 5 years
after 19^5* wo\ild rise an average of 1.35/o per year for the subsequent

5 years, and would decrease at an annual rate of .5^ sLfter 1975. (it

should be noted that the Report of the Council is in error when it

implies on page 10^+ that the decrease does not begin \intil 1980.)
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Intenaediate hospital utilization rates were derived by averaging
the high and low estimates that were derived from the 1957 Survey
of Beneficiaries, except that the low-cost rates (approximately 10^
less than the intermediate rates) were used in 1966 and I967 and
were graded into the full intermediate rates in 1975.

It was assuiaed that the hospital utilization rates for the disabled
would be the same as the average rate for the population aged 65 and
over. This assumption seemed reasonable because, before a person
qualifies for disability benefits, his disability must have been in
existence for 6 months, and a relatively small portion of the
hospitalization caused by the disability was believed to occur after
the 6-month period.

As was done in previous estimates, the per diem hospital cost used
was the AHA figure reduced by 15^. Because the estimates were based

^
on 1965 earnings levels, the I965 AHA figure was increased by (1.027

)

to yield the I965 per diem rate, so as to reflect the 2-year difference
in the increases in the per diem hospital cost rate and the wage rates.

The products of the utilization rates and the per diem hospital costs
were applied, on the appropriate age- sex-duration basis, to the pro-
jection of the eligible population by age, sex, and 5-year durations,
as derived for QASDI cost estimates for the 1964 Trustees Report.

Bie non-insured population was projected on a cohort basis by using
appropriate survival rates, and their utilization rates by age and
sex were assumed to be the same as for the instrred population.

The interest rate was assumed to be 5^for calculating level-costs,
but in developing the progress of the trust fund a varying rate in
the early years was used.

Short-range cost estimates were prepared on the assumption that there
would be a J>% annual increase in wage rates, with the differential
between the rise in hospital costs and earnings levels being maintained
as assumed in the long-range cost estimates.

There were no changes in the estimates for supplementary benefits from
those made for the I963 King-Anderson Bill.

Administrative expenses again were assumed to be 3% of benefits.

The results of the cost estimates are shown in Tables 7 and 8.
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Table 7

ESTIMATED PROGRESS OF HOSPITAL n^SURA^JCE TRUST FIMO
UMDER raOGKAM PROPOSED BY AIS71SGRY COUNCIL, INTERMBDIATE-COST ESTIMATE

[In millions]

Benefit Pay-
ments and

Contributions Contributions Admnis- Balance in
Calendar from Worker from trative / Interest on Fund at

Year and Employer Government Expenses Fund End of Year

Estimated data (short-range estimate)

1966 $1,808 $359 $1,007 $29 $1,169
1967 2,219 2,201^ kj 1,661
1968 2,589 k6k 2,438 65 2,llj.l

1969 2,513 ^9 2,683 81 2,5^1
1970 2,597 506 2,958 95 2,779
1971 2,676 520 3,201 98 2,872
1972 2,760 558 3,^56 98 2,812

Estimated data (long-range estimate)

1975 $2,63^ $510 $3,031 $195 $6,132
1980 2,8if2 552 3,295 251 7,795
1990 5,25^ 632 3,835 581 11,677
2000 3,776 752 4,052 621 19,006

1/ The net payment to (or from) the railroad retirement system is included
here.

Note: Contributions include reimbursement for additional cost of noncontriba-
tory credit for military service.
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Table 8

ESTIMATED ACTUARIAL BALANCE OP HOSPITAL INSURANCE PROGRAM
HROPOSED BY ADVISORY COUNCIL

(Costs expressed as percentage of taxable payroll according to

intermediate- cost estimates)

It an Level-Cost

Level-Cost Effect of Clianges:

Hospital benefits, 60-day maxim\ira, ^-day deductible +.8^i-

Extended care services, 50-day maxirnujn-' +.02
Outpatient diagnostic services, deductible of -^-day hospital

cost +.01
Home nursing services, 2U0-visit maximum +.05

Level-Cost of Proposed Program ^ / .90

Level-Equivalent of Contribution Schedule^ .90

Actuarial Balance .00

l/ With additional days if all of hospital benefits are not used.

2/ Tiie 0.15 percent of payroll from general revenues for 50 years is

equivalent to a level rate of 0,10 percent of pa.\T"oll.



I. Cost Estimates for I965 Administration Proposal

On January I965, Congressman Ring introduced H.R, 1
which contained provisions for hospital insurance and other aaendments
to the Social Security Act. An identical bill, S. 1, was introduced
by Senator Anderson on January 6,

The hospital insurance benefits provided were as follows:

(a) 60 days of semi -private hospital care within a "benefit
period", with a flat deductible of an amount which was
approximately equal to the average daily hospital cost
under the program.

(b) 60 days of post -hospital extended care within a "benefit
period", when such services are furnished following transfer
from a hospital and are necessary for continued treatment
of a condition for which the individual was hospitalized.
Such care would be furnished in an "extended care facility",
which is an institution that has in effect a transfer agree-
ment with a hospital (or is under common control with a
hospital )

.

(c) 2^0 home health service visits during a calendar year.

(d) Outpatient hospital diagnostic services during a 30-day
period in excess of a deductible equal to 50^ of the hos-
pital deductible.

The term "benefit period" means the period beginning with the first day
that an individual receives hospitalization benefits and ending with the
90th day thereafter during each of which he has not been a patient in a
hospital or an extended care facility (but such 90 days must occur within
a 180-day period). The benefits would first be available in July I966,
except for post-hospital extended care benefits, which would first be
available in January I96I

,

These hospital benefits were to be available to all persons who
are aged 65 or over and are entitled to monthly benefits. The same bene-
fit protection wou^d be available to beneficiaries under the Railroad
RetireBffint system.-^ Persons who are beneficiaries under both systems
would, of course, not receive "double" benefits. The employer and employee
contribution rates under RR would be increased by the same amount as under
the OASDI system, but the taxable wage base would not be changed from^the
then-prevailing $^50 per month. Ttie financial interchange provisions—

ej However, Railroad Retirement beneficiaries would have certain additional

benefit protection in that, under certain circumstances, the benefits
would be available in Canada.

f/ For a description of these provisions, see pages Ih and 80-b2 of the

2to Trustees Report (House Document No. 256, B8th Congress).
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wcjfold apply, so that, in essence, the OASDI system would be "reinsuring"
the hospital benefit experience of the RR system, which would neither
gain nor lose as a result of the actual experience. The RR system would,
of course, have to provide out of its existing financing the equivalent
income representing the effect of the difference between its earnings
base and the OASDI base.

Likewise, the hospital benefit protection would be provided to
any person aged 65 and over on July 1, I966 who is not eligible as an
OASDI or RR beneficiary and who (a) is not axi employee of the Federal
Government or a retired Federal employee who is eligible for FBHBA benefits,
(b) is not a member of a subversive organization and has not been con-
victed of subversive activities, and (c) is a citizen or has had at
lesist 10 years of continuous residence. Persons meeting such conditions
who attain age 65 before 1968 also qualify for the hospital benefits,
while those attaining age 65 after 1967 must have some OASDI or RR
coverage to qualify. This transitional provision "washes out" for men
attaining age 65 in 197^ and for women attaining age 65 in 1972, since
the fully-insured -status requirement for monthly benefits for such cate-
gories is then no greater than the special -insured status requirement.
The benefits for the "non-insured" group are paid from the HI Trust Fund,
but with full reimbursement therefor from the General Treasury.

The cost of benefits to the OASDI insured persons would be financed
by a combined employer-employee tax rate of .60^ in 19^6, .76^ in 196?
and 1968, and .90^ thereafter, with the self-employed paying half these
rates. These tax rates would be applied to an earnings base of $5,600.

The assumptions made were identical to those made for the Advisory
Council estimate. This resulted in the same benefit -outgo estimates as

were derived for that estimate except that there were not included bene-
fits for disabled and non-insured beneficiaries (for the purposes of

obtaining a level -cost estimate), and the estimate was adjusted to reflect
the deductible being changed to be the equivalent of about 1 day's per
diem cost (rather than ^ day).

The following table shows the estimated long-range level -costs and
first -jrear costs (i.e., for fiscal year I967 on an accrual basis) by type
of benefit, including the accompanying administrative expenses:

Level-Cost* First -Year Cost
Type of Benefit (as ^ of payroll) (in millions)

Hospital .75^(.73^) $1,670
Post -Hospital Extended Care .05 (.02) 30

Home Health Services .05 (.03) 10
Outpatient Diagnostic .01 (.01) 10

Total o8l^ 1,720

*Cost for hospitalization benefits is shown after offset for the reduced

cost because of the availability and use of extended -care -facility and
borne-health -services benefits. Figures in parentheses are on the basis

of "net additional cost" for the three auxiliary benefits.
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The figures for the first year of operation take into account
the estimated actual price and earnings -level situation in I966-67,
rather than the long-range assumptions in these resxiects.

The folloving table compares the estimates of the number of
persons aged 65 and over affected by the proposal as of the middle of
1966 (in millions):

Category Estimates

Total Population 19.05^

OASDI Insured ^. 16.05
Railroad Retirement Insured-^ .60

Eligible Wbninsured 2.00
Wot KLigible^/ .1+0

a/ Including allowance for an estimated
500,000 underenumeration in the pro-
jected census estimates.

b/ Does not include about 250,000 individ-
uals who are "insured" under both OASDI
and Railroad Retirement (shovm in the
preceding line).

c/ Consists primarily of those who are pro-
tected under the Federal Employees Health
Benefit Act or the Retired Federal
En5)loyees Health Benefits Act (also includes
certain non-insured persons who do not meet
the residence or citizenship requirements or
who are members of a subversive organization
or have been convicted of a serious offense
involving subversive activities).

Table 9 shows the estimated operations of the HI Trust Fund
under the 19^5 King-Anderson Bill in various future years, according
to both the short-range and long-range cost estimates. Under the latter,
the trust fund grows steadily over future decades, although somewhat
slowly between 1975 and 1990--such tiend resulting from the assumptions
made as to average daily hospital costs. Under the short-range estimate,
the trust fund increases slowly for the first few years and represents
somewhat more than \ yearns outgo at the end of 1970. A decline in the
trust fund balance is indicated after 1971, resulting from the fact that,
in this estimate, both hospital costs and earnings levels are assumed to
increase steadily, but no change is assumed to be made in the earnings
base to keep it up-to-date.
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Table 9

ESTIMATED PROGRESS OF HOSPITAL INSURANCE TRUST
FUND UNDER I965 KING-ANDERSON BILL, INTERMEDIATE-COST ESTIMATEf

(in millions)

Benefit Balance
Payments and Interest in Fund

Calendar Adiiiinistra4;ive o^„/ at End
Year Contributions Expenses-' Fund-^ of Year

Estimated Data, Short-Range Estirriate

1966 .pl,528 $818 $15 $525
1967 1,99^^ 1,799 18 738
1968 2,155 2,001 2k 896

1969 2,5^5 2,221 33 1,253
1970 2,690 2,ii65 if5 1,523
1971 2,769 2,700 51 1,6U3

1972 2,850 2,9'46 52 1,599

Estimated Data, Long-Range Estiinate

1975 $2,729 $2,657 $136 $U,320
1980 2,9^6 2,969 165 5,166

1990 5,573 5,525 195 5,975
2000 3,913 5,720 261 8,185

a/ An interest rate of 3 •5^ is used in determining the level-costs,
but in developing the progress of the trust fund, a varying rate
in the early years has been used, which is equivalent to such
fixed rate.

b/ The net payment to (or from) the Railroad Retirement Account is

included here.

Note : Contributions include reimbursement for additional cost of non-
contributory credits for military service. Not reflected in this
table are the transactions between the General Treasiiry and the
trust fund with respect to the "non- insured" group that is

blanketed- in and the benefit payments with respect to this group

(and the resulting additional administrative expenses).
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Table 10 shovfs corresponding figures for the low-cost and high-
cost estimates. These have been derived merely by assuming a 15^ range
in benefit costs around the intermediate -cost estimate. About 10^ of
this range can be attributed to the spread between the low-cost and
high -cost estimates of hospital utilization rates (see Table 2), and
the remainder can be attributed to other factors (including those pre-
vailing in the cash -benefits portion of the program)

o

It should be especially noted that the operations of the HI Trust
Fund are shown on the basis that they do not include the transactions
for the "non-insured" or blanketed-in group. Furthermore, the benefit
disbursement figures include only the net effect of the coverage of the
beneficiaries of the Railroad Retirement system for the HI benefits,
while the contribution figures do not include the HI contributions
collected on railroad payrolls.

The cost estimates for the I965 King-Anderson Bill, H.R. 1 (in-
cluding those for the liberalizations of the OASDI program) were published
in Actuarial Study No. 59 •



Table 10

PROGRESS OF HOSPITAL INSURANCE TRUST FUND UNDER I965 KING-ANDERSON BILL
LOW-COST Am HIQi-COST ESTII/iATES

(in millions)

Calendar
Year Contributions

Benefit
Payments and

Administrative
Expenses—^

Interest

°" h/
Fund-/

Balance
in Fund
at End

of Year

Low-Cost Estimate

1975
1980
1990
2000

$2,729
2,9k6

5,573
5,915

$2,258
2, 52i+

2,996
5,162

$269
hl2
768

1,5^+2

$7,891
11,866
21,7^8
57,816

High-Cost Estimate

1975
1980

$2,729
2,9^

$5,056
5,^1^

$21

£/

$815
c/

a/ The net pajonent to (or from) the Railroad Retirement system is

included here.

b/ At interest rates of 5*75^ for the lovz-cost estimate and 5.25^
for the high-cost estimate.

cj Fund exliausted in I978.

Note ; Contributions include reimbursement for additional cost of
noncontributory credits for military service.
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J. Cost Estimates Made In Early I965 for Comnlttee on Ways and Means

The House Comnittee on Ways and Means held executive hearings
on H.R. 1 in January and February, I965. Chairman Mills requested
cost estimates for several possible changes in the hospital insurance
program, with changed assumptions on which the cost estimates were
made. As a result of this request, a trust fund projection was pre-
pared on the following bases.

(1) Benefits would be the same as those under H.R. 1, except that
there would be a 90-day maximum for hospital benefits, with a

$100 deductible (adjusted in the future for changing hospital
costs), and post-hospital home health services were limited to
100 visits. It was estimated from the continuance table data
that the cost of a 90-day maximum with a deductible of $100
(on a dynamic basis) is equal to the cost of 60 days with a 1-day
deductible. The deliberalization of hone-health benefits was
estimated to result in a reduction in cost equivalent to 2^ of
the total cost of the program.

(2) The earnings base was to remain at $5^600 for 10 years and then
increase $600 every 5 years.

(5) Estimates would be made on short-range assumptionB--i»e. , earnings
would be assumed to rise at 3^ per year throughout the range of
the projection.

(h) The assumption that wages would rise faster than hospital costs
after 1975 was replaced by the assumption that both would then
rise at the same rate. The 2.7"^ differential in the first 5 years
and the average 1.55^ differential in the next 5 years was retained.

(5) The range of the projection was to be only 25 years. It was believed
that this was about the longest period of projection that would be
plausible and reasonable, considering the many possible changes in
medical services and procedures that can occur in the future. Also,
this period was selected because the ratio of people over age 65
to those under age 65 rises slowly but steadily during this time
and then begins to decline after I900 and does so for about the next

15 years, before again rising,

(6) The assumption of low -cost hospital experience in the first 10 years
was eliminated.

(7) Total benefit outgo was incresised by 10^, which could be said to
represent a 10'^ safety margin in the utilization rates. The combined
result of this assumption and the previous one was, therefore, an

increase of approximately 20^ in the first two years, grading into
a 10^ increase beginning in 1975.
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(8) Invested assets of the fund were assumed to earn k^) In the first

5 years and to grade Into in 1975 and thereafter.

(9) The contribution schedule was as follows

:

Calendar Employer

-

Self-Employed
Year Employee Rate Rate

1966-69 .675^
1970-73 1.0 .750
1971^-83 1.2 .900
19az^-90 l.h 1.050

This estimate showed the following results for selected years
(in millions)!

Fund at

Calendar Benefits and End of
Year Contributions Administrative Expenses Interest Year

1966 $1,992 $985 $26 $1,035
1970 2,961 2,841 56 1,800
1975 i^,278 i^,091 58 2,22U
19bO 5,203 5,^53 81 2,829
19«5 7,259 7,073 63 2,653
1990 8,652 9,113 73 2,851

The level-cost of the benefits on the above projection was 1.16^6

of taxable payroll.

A number of different variations in earnings bases were considered
and tested, a description of each of which is as follows:

(1) Level at $5,600 for entire period.

(2) Level at $5,600 for 10 years and rising 3^ per year thereafter.

(3) Level at $5,600 for 10 years, rising to $6,800 in the eleventh
year and then increasing 5^ per year thereafter

»

(h) Level at $5,600 for 5 years, level at $6,200 for next 5 years,
rising to $6,800 in the eleventh year, aiK3 then Increasing at 3^
per year thereafter

o

(5) Level at $5,600 for 5 years and rising by a factor of (1.03)^ in
the sixth year and in each fifth year thereafter.

(6) Level at $5,600 for 5 years, increasing 10^ in the sixth year, and
then increasing 10^ each fifth year thereafter.
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(7) Rising yf) each year, frcai $5,600 in the first year.

(8) Level at $5,600 for 10 years and rising $600 in the eleventh
year and in each fifth year thereafter (this being the basis
of the projection presented at the beginning of this section).

(9) Level at $5,600 for 5 years and rising at 5^ per year thereafter.

A year-by-year comparison of benefits to taxable payroll was
made on each of these bases. The following table gives these ratios
for each basis, in the same order as given above:

Calendar
Tear (1) (2) (3) (^)

1967 .80^^ .80^ .80^

1970 •95 .95 .95 .95

1975 1.15 1.15 1.15 1.08
1980 1.5'^ 1.22 1.11 1.11

1985 1.55 1.28 1.16 1.16
1990 1.80 lo33 1.21 1.21

Level-cost 1.251^ 1.1^ 1.07^ 1.06^
Total-cost* 1.51 I0I9 1.12 1.11

(5) (6) (7) (8) (9)

.80^ 080^ .78^ .80^ .80^

.95 .95 .89 .95 .95
1.05 1.08 .99 1.15 1.05
1.12 1.19 1.05 1.25 1.12
1.18 1.29 1.11 1.36 1.18
1.22 1.38 1.15 1.1*7 1.22

i.oH 1.11^ 1.01^ 1.16^ 1.07^
1.09 1.16 1.06 1.22 1.12

* It was desired that the fund in I99O be approximately equal to the benefit payments
in that year. The discounted value of such a fund was .05^ of the pi-esent values
of "ttie taxable payrolls in all cases except for the bases in columns (l) and (b)

above, vhere the figure was .06^.

On March 29, 1965 > the Committee on Ways and Means reported out
H.Ro 6675, which contained a program of hospital and related benefits that
differed significantly from that contained in H.R. 1 only insofar as
Indicated In the following:

(1) Payment would not be made for the hospital services of radiologists,
anesthesiologists, pathologists, and physiatrists. It was estimated
that the effect of this exclusion would result in a reduction in
costs equal to h^a of total benefit outgo.

(2) Post-hospital extended care ber»fits were modified to provide payments
for maximum stays of from 20 to 100 days, depending on the length
of prior stay in a hospital (required to be at least 3 days). This
change was estimated to have no change in cost.

(3) Benefits for home health services were limited to 100 visits o As

mentioned previously, this change resulted in a reduction in cost
equivalent to 2^ of total benefit outgo*
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(^4^) The deductible for outpatient diagnostic services benefits would
be credited against the hospital deductible under certain conditions.
This was estimated to result in an increase In costs equivalent to
2^3 Of total benefit outgo.

It should be noted that, unlike previous proposals under which
self-eurployed persons would pay 75/^ of the combined employer-employee
tax rate smd under which Railroad Retirement beneficiaries would receive
benefits through the financial interchange, H.R, 6675 specified that the
self-employed tax rate would be the same as the employee rate only and
that railroad workers would contribute and would receive hospital benefits
directly from the HI system.

The earnings base specified by H.R. 6675 was $5,600 for 1966-70
and $6,600 thereafter. The contribution schedule in the bill is given
below:

Enrployer- Self-Employed
Calendar Year Employee Rate Rate

1966 .70^^ ,35i
1967-72 loOO .50

1975-75 1.10 .55

1976-79 1.20 .60

1980-86 l.Uo .70

1987 and thereafter I06O .80

There were no changes in assumptions for the cost estimates of the
program from those used in making the cost estimate described at the
beginning of this section. In other words, the level -cost and the year-
by-year projection of the operations of the program were computed on the
same basis as described there, except for changes due to differences in
the benefit provisions.

The estimate showed the following results for selected years
(in millions):

Fund at
Calendar Benefits and End of

Year Contributions Administrative Expenses Interest Year

1966 $1,578 $1,035 $17 $562

1970 2,983 2,925 50 1,653
1975 l+,267 ^,139 84 2,950
1980 6,123 Iho 5,018
1985 7,038 7,028 236 7,681

1990 9,030 9,017 506 9,9^^8

The level-cost of the benefits was 1.17^ of taxable payroll, and

the discounted value of the fund equal to one year's benefit outgo in

1990 was o06^, so that the total level -cost of the program was 1.23^ of
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taxable payroll. It can be seen from the sizes of the benefit outgo
and the fund in 1990 that, since they are approximately equal, the
present value of the contributions provided by the tax schedule is

also lo23^, so that the program would be in actuarial balance.

Further details in regai*d to H.R. 6675 and the cost estiBiates

for it are contained in House Report No. 213, 89th Congress, 1st Session.
This bill passed the House.
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K« Ctost Estimates for Senate Finance Committee Bill,

Senate Bill, and Public Tom 89-97

The Senate Finance Conmittee in considering H.R. 6675 used the
same assumptions for the HI cost estimates as did the House. Kiis com-
mittee recommended amending the HI program of H.R. 6675 in the following
respects

:

(1) The exclusion of payments for the hospital services of radiologists,
anesthesiologists, pathologists, and physiatrists was eliminated.
This change added k% to the cost (a level-cost of .05> of taxable
payroll).

(2) The allowance for crediting the outpatient deductible against the
hospital deductible was eliminated. Wiis change reduced the cost
by 2^ (or .02^ of taxable payroll on a level-cost basis).

(3) A provision for benefits for stays in psychiatric hospitals, up to
a lifetime maximum of 210 days, was added. The level-cost of this
provision was estimated to be .01^ of taxable payroll.

{h) A provision for extending hospital stays from 60 days to 120 days
with a cost-sharing provision equal to one fourth of the hospital
deductible for each day in excess of 60 days was added. The level-
cost of this provision was estimated to be .OU^ of taxable payroll.
It might be noted that the percentage by which this provision in-

creased the cost (about 5'^) is less than the percentage obtained
from the continuance table in the Hoxighton paper (about 6^). The
reason is that the additional days occur after very long stays, when
the daily cost is lower than for those days occurring earlier in the
stay, and this effect is magnified by the cost- sharing provision.

(5) The maximum number of home health service visits was increased from
100 to 175. The level- cost of this change was .01^ of taxable payroll.

The earnings base was increased by the bill to $6,600 in all future
years, which provided a reduction in equiveQ,ent level-cost of *01*^ of
taxable i»yroll. The level-cost of the bill reported out of the Senate
Finance CoBmittee was therefore 1.51^ of payroll. It would be financed
by the increase in the earnings base to $6,600 in all years and by revising
the contribution schedule by increasing the contribution rate by an addi-
tional .1^ of earnings in all years after 1970 (there was also a reduction
in 1966 of .05^).

The Senate approved the Finance Committee bill after eliminating the
requirement of prior hospitalization for home health service benefits and
the maximum on the number of days for which hospital benefits would be
available. Each of these two liberalizations were estimated to have a
level-cost of .02^ of taxable payroll. The cost of the bill was, therefore,

1.55^ of taxable payroll, and the tax schedtile was revised accordingly by
increasing the contribution rate by an additional ,1% of earnings in the
years from 1973 to I986.
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Most of the changes made by the Senate were eliminated by the
Conference Committee. The final provisions agreed on by this committee
were substantially the same as contained in the bill passed by the House,
with the following exceptions:

(1) A provision for benefits for stays in psychiatric hospitals up to
a lifetime maximum of I90 days (reduced from 210 days in the Senate
bill) was added. The increased cost was .Ol^o of taxable payroll.

(2) The limit on hospital stays was extended from 60 to 90 days (reduced
from no limit in the Senate bill), with a cost-sharing provision
equal to one fourth of the hospital deductible for each day in excess
of 60 days. The added cost was estimated to be .02^ of taxable
payroll

.

(5) The outpatient diagnostic benefits provision was made subject to 20^
cost -sharing. The level -cost was reduced by .002% of taxable payroll.

A reappraisal of the cost of benefits on behalf of Railroad Retire-
ment beneficiaries revealed that the level -cost of the program for the bill
previously passed by the House had been overstated by approximately ,02^
of taxable payroll. The effect of this correction, the reduction of .01%
of taxable payroll due to the increase in the earnings base to $6,600 in
all years, and the net cost of the changes listed above resulted in no
change in the level -cost of the Hospital Insurance portion of Public Law
89-97 from the figure of 1.25% of taxable payroll that was published for
H.R. 6675 \Then it was passed by the House.

A separate cost estimate for the extended care facility benefits was
not made because of the lack of information as to the degree that hospital
benefits would be reduced if extended care benefits would be higher than
expected. From a cost standpoint, it therefore seemed desirable to consider
hospital benefits and extended care benefits in combination.

The actuarial balance of the hospital insurance system may be sum-
marized as follows (in percentages of taxable payroll):

Item Level -cost

Hospital and extended care facility benefits 1.19%
Outpatient diagnostic benefits .01

Home health service benefits .05

Total benefits 1.25

Level -equivalent of contributions 1.25

Actuarial balance of system .00

The estimated progress of the hospital insurance trust fund is

shown in Table 11.

The benefits for the "noninsiired" group would be paid from the HI
Trust Fund, but with reimb\irsement therefor from the general fund of the

Treasury on a ciorrent basis, or even in advance for the fiscal year, at
the beginning thereof or at later dates.
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Table 11

ESTIMATED HIOGRESS OF HOSPITAL INSURANCE TRUST FUND UNDER POBLIC LAW 89-97,
INTERMEDIATE-COST ESTIMATE AT 3.50^ IHTERESTi/

(In millions)

Balance in
Calendar Benefit AdJttinistrative Interest Fund at

Year Contributions Payments Expenses on Fund End of Year

1966 $1,637 $987 $50^ $18 $618^
1967 2,756 2,210 66 25 1,125
1968 3,018 2,if06

2,625
72 k6 1,709

1969 5,123 79 66 2,196
1970 3,229 2,860 86 82 2,561
1971 3,529

3,H55
5,077 92 91 2,812

2,9581972 5,505 99 95
1973 5,891 5,5if0 106 100 5,285
197** if, 096 5,788

k,oki
Hk 108 3,585

1975 if, 260 121 112 5,789
1980 6,115 5,507 159 166 5,790

8,5ifl1985 7,026 6,860 206 259
1990 9,015 8,797 261f 525 10,if26

1/ An interest rate of 5,50^ is used in determining the level-costs, but in
developing the progress of the trust fund, a higher rate is used in the
first 10 years (if.O^^ for I966-70, and then a gradually decreasing rate).

2/ Includes administrative expenses incurred in I965.

3/ Balance as of June 50, 1965 (before payment of benefits begins), is $715
million.

Mote : The transactions relating to the noninsured persons who would be covered
for the benefits of this program, the cost for whom is borne out of the
general funds of the Treastrry, sere not shown in the above figures.
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The estimated cost to the general fund of the Treasviry for the
hospital and related benefits for the noninsured group is as follows for
the first 5 calendar years of operation (in millions):

Cost to General
Calendar Year Treasury

1966 (last 6 months)
278
272
264
256

1967
1968
1969
1970

The cost to the general fund of the Treasuiy decreases slowly for the
closed group involved. Offsetting, in large part, the decline in the
number of eligibles blanketed-in is the increasing hospital utilization
per capita (as the average age of the group rises) and the increasing
hospitalization costs in future years.

Additional information about the cost estimates for Public Law 89-97
is contained in a study prepared for the House Committee on Ways and Means
by Robert J. Myers, Actuary to the Committee. It is dated July 30, I965
and is entitled, "Actuarial Cost Estimates and Summary of Provisions of
the Old -Age, Survivors, and Disability Insurance System as Modified by the
Social Security Amendments of I965 and Actuarial Cost Estimates and Sum-
mary of Provisions of the Hospital Insurance and Supplementary Medical
Insiarance Systems as Established by Such A.ct".

Finally, for purposes of the record, there vriU be given the average
hospital admission rate, the average duration of hospitalization, and
the average hospital utilization rate that were used in these cost
estimates.

Under these cost estimates, modifications in the assumptions were made as
coaapared with those used initially for the 1965 Administration proposal.
Instead of using the low- cost utilization rates for the early years and
moving up to the intermediat«-cost rat«s over a period of several years,
the latter were used from the start. In addition, a 10% safety factor was
added in, which was intended initially to apply to the average utllizaticMi

rate (rather than to the element of average daily cost) and was interpreted
to apply to the average admission rate, rather than to the averaige duration
of hospitalization. Of course^ the result would have been the same if it

had been assumed that the average duration would be 10$ higher and the

average admission rate would be the same as lander the actual assumption
that the average admission rate would be 10% higher and the average duration

of hospitalization wovild be the same—but the latter assumption seems more

plausible, "niis 10% increase had the same result as if the high-cost

admission rate had been used in all years.

Under the foregoing basis, the following results are obtained. First, the

average duration of hospitalization is 14.55 day8--based on the average

duration of 15.86 days for a 60-day maximum benefit period (from Table 5

of Actuarial Study No. 59 ) times the adjustment factor of 1.05 for a 90-

day maximum benefit period (based on the Houghton paper mentioned on page

28, and also in item (h) on page 46). It should be noted that this
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average duration is intended to represent the average number of days of
hospitalizatiai in a calendar year with respect to all persons who are
hospitalized during the year. Second, the average hospital utilization
rate is ^.16 days per year per eligible person (whether or not hospitalized)

—

based on the high-cost utilization rate of 3.01 days for a 60-day maximum
benefit period (as shown in Table 2 of Actuarial Study No. ^9 ) times the
foregoing factor of 1.05 to allow for a 90-day maximum benefit period.
Finally, the average a^Jjaission rate—actually, the proportion of eligible
persons who are hospitalized during a calendar year—is obtained by dividing
the average hospital utilization rate by the average duration of hospitaLLi-

zation, with the result being a rate of 217 per 1,000 eligibles.

- 50 -



Lo Recapitulation of Development of Basic Assumptions

This section is a summary of the development of the basic asstunp-

tions \inderlying the cost estimates of various Hospital Insursmce proposals
that were made under the direct and full responsibility of the Office of
the Actuary and of the reasons for changing these assumptions at different
stages of this development.

It vill be recalled that the long-range cost estimates for the first
two King-Anderson Bills (as well as the cost estimates for the previous
proposals that were made by the Office of the Actuary on the basis of
average costs of hospital benefits per eligible prepared by the Division
of Program Research) were based on the fo2J.owing assumptions:

(1) There would be no future changes in average hospital -per-diem cost
or in covered earnings rates.

(2) In calculating present values of contributions and benefits, the
period used was perpetuity.

As was discussed previoxisly, the asstunption that benefits and contributions
would be based on static conditions was reasonable, because it was expected
that hospital costs and earnings levels would tend to rise in the future
at approximately the same rates emd that future Congresses would adjust
upward the dednctible amounts and the taxable earnings base at approximately
the same rates as hospital costs and earnings lef=«ls rose in th®
future.

It should be noted that assuming static conditions is not exactly
equivalent to assuming dynamic conditions for purposes of obtaining a level

-

cost as a percentage of taxable payroll, for two reasons:

(1) The fund which is developed is, in both cases, on a static basis;
i.e. if both benefit and contribution levels are increased proportionally,
the fimd is nevertheless not increased in the same proportion.

(2) The ratio of benefits to taxable payroll is not constant for all years.

In other words, the level -cost of the Hospital Insurance program is

somewhat higher on a dynamic basis than on a static basis because of two
reasons. The first is the dampening effect of the fund. The second is

the long-term trend toward an increasing ratio of persons aged 65 and
over to persons at the woricing ages, 20-64 (except for the significant
decline for the years from approximately 1990 to 2005, due to the low birth
rates in the decade of econcxnic depression prior to World War II). This
trend gives relatively greater weight to the later, higher-cost years imder
dynamic assiamptions than under static assumptions.

However, the difference in the level -costs on the two different
bases is not significant. This is due to the relatively anall size of the
fund developed and the fact that the increase in the ratio of benefits to

taxable payroll is also small --and is actually negative aroiind the turn of
the century, as mentioned previously.
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The first significant change in the basic assiomptions occurred
in 196^, as a resiilt of considering the cost estimates made on dynamic
assumptions. A study of the trend of the differential between hospitali-
zation costs and covered earnings indicated that the level -cost for the
hospital -benefits portion of the I965 King-Anderson Bill should be
increased 10^ to reflect changes between 1961 (the year used in obtaining
earnings levels and hospital costs) and I965 (the year the program was
scheduled to begin). It was further assmed that there would be another
10<^ increase in the level -cost of the benefits, due to the ciaraxaative

difference in the trends of hospital costs and covered earnings after I965.

The next ma.jor changes in basic assumptions were made in the cost
estimates of the Hospital Insurance benefits recommended by the Advisory
Council on Social Security in its consideration of the subject in 1965-64.
Long-range costs continued to be on a static basis (the assumption as to
earnings rates being that they would remain at I963 levels). Therefore,
there was no change in the previous assumption that the earnings base
would be kept up-to-date with changes in the general level of earnings.
However, it was assumed that per-diem hospital costs woiild rise 2.7% per
year for the first 5 years after I965, then would rise an average of 1.35%
per year for the subsequent 5 years, and finally wo\ild decrease at an
annual rate of .5% after 1975.

The figure of 2.7% is the difference between the average annual
increase in average daily hospitalization costs and the average earnings
in covered employment, as shown in Table 5. This differential was expected
to decrease so as to reflect an end to the "catching up" from a situation
where hospital workers were significantly underpaid in relation to other
workers. The negative differential of .5% per year after 1975 was based
on the belief that the future would bring greater productivity of hospital
personnel

.

It might be noted that, under the Advisory Council plan, there was
no need to assume that future Congresses would keep the deductibles up-
to-date, because they were proposed to be equivalent to one-half of the
cost of a day's hospitalization. Therefore, they would automatically be
kept up-to-date.

Arother change in the long-range cost estimates adopted at the
suggestion of the Advisory Council was to develop costs for a 75 -year

period, rather than to present cost estimates into perpetuity. The Council
believed that it serves no useful purpose to present estimates as if they
had validity in perpetuity and that 75-year projections allow sufficient
time to adjust to new and changing experience as it emerges.

The last major changes in basic assumptions took place as a resiilt

of a desire on the -part of I^. Mills, Chairman of the House Committee on

Ways and Means, that the cost estimates be such that it not be implicit
that the earnings base would have to be kept up-to-date with rises in the

general level of earnings. This was accomplished by computing long-range
costs on a dynamic basis (but ass\iming no change in the earnings base)
and by limiting the period for which cost estimates were made to 25 years,

instead of the 75 years used for the Advisory Council plan and for the
subsequent King -Anderson Bill.
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It was assumed that earnings levels vould rise at 3^ per year
and that hospital per-diem costs would rise 5.?^ per year until 1970,
h,35% per year between 1970 and 1975 ^ and 5% per year after 1975. This
assumption preserved the same differential between earnings levels and
hospital costs which was assumed in the estimates for the Advisory Council
plan and for the subsequent King-Anderson Bill, except that the negative
differential of -§4 per year after 1975 was eliminated. The resiilt there-
fore was a much more conservative estimate. It might be noted that the
dynamic basis for long-term estimates is fundamentally the same as that
which had been used previously for short-term estimates, although the
latter were made for only a few years in the future.

The perio-d for which cost estimates were made was considerably
shortened because of the impossibility of predicting the trend of medical
costs and of hospital-utilization and other medical -practice trends in
the distant future. The length of the period wa.s 25 years, because the
ratio of persons aged 65 and over to those at the working ages, 20 -6h,
declines during the 15-year period between 1990 and 2005 and is not
expected to exceed the 1990 ratio until approximately 2015.

Another change made in the assumptions for the final legislation--
also at Mr. Mills' suggestion—was the addition of a 10^ safety margin in
the utilization rates. The previous estimates—like those preiared over
the years for the OASDI system—did not contain ajiy safety margin in the
demographic factors such as this, but rather were based on what were
believed to be the most reasonable assumptions possible.

It may be noted that the policy and economic assumption that the
earnings base will not change even though the general earnings level is

assumed to rise is also of a conservative nature. If the economic assump-
tions do eventuate, it is very likely --based on past history --that the
earnings base will be increased. Under the cash -bene fits OASDI program,,

part of the additional income thereby resulting would be used for the
increased outgo arising from counting more earnings in the computation
of benefits. In the Hospital Insurance program, however, there would
be no additional outgo, but only additional income. In fact, if all the
assumptions in the cost estimates for the enacted HI program were realized,
and if the earnings base were kept-up-to -date with changes in the earnings
level in the future, the increases in the contribution schedule in the
future after 1972 would not be necessary.
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Actuarial Studies Available from the Office of tlie Actuary*

ho. The Financial Principle of Self-Support In the OASI System-
April 1955.

Ul. Analysis of Benefits, OASI Program, I95U Amendments—May 1955.

U6. Illustrative United States Population Projections—May 1957.

hQ, Long-Range Cost Estimates for Old-Age, Survivors, and Disability
Insurance under 195^ Amendments—August 1958

•

49. Methodology Involved in Developing Long-Range Cost Estimates for the
Old-Age, Survivors, and Disability Insurance System—May 1959.

50. Analysis of Benefits, OASDI Program, I96O An^ndments—December I96O.

51. Present Values of OASI Benefits in Current Paynent Status, I96O--
February I96I.

52. Actuarial Cost Estimates for Health Insurance Benefits Bill

—

July 1961.

55. Medium-Range Cost Estimates for Old-Age, Survivors, and Disability
Insurance and Increasing-Earnings Assumption—August I96I.

5^. Estimated Amount of Life Insurance in Force as Survivor Benefits under
OASI 1959-60—October I96I.

55* Remarriage Tables Based on Experience under OASDI emd U.S. Employees'
Compensation Systems--December I962.

56. Analysis of Benefits under 26 Selected Private Pension Plans

—

January 1965*

57. Actuarial Cost Estimates for Hospital Insurance Bill—July I965.

58. Long-Range Cost Estimates for Old-Age, Survivors, and Disability
Insurance System, I965—January I96U.

59. Actuarial Cost Estimates for Hospital Insurance Act of I965 and Social
Security Amendments of I965—January 1965<>

60. Mortality Experience of Workers Entitled to Old-Age Benefits under
OASDI 19^+1-1901—August 1965.

* Numbers not listed are ouu of print.
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